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At its regular neeting on February 5, 1998, the Teachers'
Retirement Board approved staff's recommendation to nerge the
Cash Balance Fund wth the Teachers' Retirenent Fund to
consolidate the adm nistrative expenses of the Cash Bal ance (CB)
and Defined Benefit (DB) plans under a single trust (i.e., a

plan nerger with two different benefit structures). The Board
al so requested additional information regarding tw related
issues. The first issue is whether or not there could be a
"wndfall"™ for CB participants if an "overlay" feature were

included in the plan nerger provisions as proposed by staff.
The second issue is whether or not amending the CB provisions to
make participation in the plan optional at the enployee's
discretion would result in state-mandated |ocal costs based on
the resulting need for enployers to nodify their data processing
systens to accommodate such a change. Currently, the enployer
controls participation in the CB plan by specifically making or
not mnmeking the CB plan available to eligible enployees.
Enpl oyees may participate in the CB plan only if the enployer
enters into a formal agreenment with STRS to provide enployees
with benefits under the CB plan. This agenda item addresses the
overlay and optional plan participation issues.

DI SCUSSI ON
Percei ved Wndfall of "Overlay" Proposal

The overlay proposal would nodify the STRS benefit structure to
provi de Cash Bal ance participants with a retirenment benefit that
is the greater of the current CB benefit (i.e., a |unp-sum
representing the value of their Cash Balance account - which
woul d be the accumul ated enpl oyee and enpl oyer contributions and
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interest) or a nonthly allowance determ ned under the STRS
Defined Benefit fornula. Under the overlay proposal, the CB
benefit structure would continue to exist as a separate benefit
program and participation in the program would continue to be
limted to persons who are enployed on a part-time basis to
perform creditable service for |less than 50 percent of the full-
time equivalent for the particular position in which they work.
Enpl oyers and part-tine enployees who participate in the Cash
Bal ance program would each make CB contributions at the rate of
four percent of salary, just as is required under the current
pl an provi sions.

Under the overlay proposal, at the tinme of retirenment (or other
distributable "event") a participant is eligible to receive
either the CB benefit or a benefit determned pursuant to the
retirement formula under the DB program A CB participant (for
i nstance, a career part-tinme enployee) may reach a point in tine
where the DB retirenent formula would provide a higher benefit
anmpunt than the participant would be entitled to receive under
the CB benefit structure. To address this possibility, whenever
an event occurs (e.g., service retirenent), STRS would cal cul ate
the participant's benefit under both the DB and the CB benefit
structures and would pay the participant the greater of the two
benefits.

The cost of providing a benefit based on the DB retirenent
formula is addressed by collecting contributions at the
contribution rate for the current DB plan when a CB parti ci pant
reaches a crossover point. At the crossover point, it is
assunmed that the value of the contributions available to the
participant as a |lunp-sum distribution at retirenment under the
CB benefit structure is less than the value of a retirenent
al l owance the participant could receive under the DB formula
based on service credit accrued up to that point. The crossover
point is an actuarial determ nation nade on an aggregate, not an
i ndi vi dual, basis. That is, the crossover point is a plan
design feature and will occur at the sane age for every CB
participant. The overlay as proposed by staff would establish
the crossover as the point at which the average participant
woul d crossover based on a conbination of age and service credit
at that tine.
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An individual wll not be determned to have reached the
crossover poi nt, regardl ess of attai ned age, unti | t he
partici pant accunul ates the equivalent of five years of service
credit. There are two ways service credit could be determ ned
for a CB participant. The first way would be to use the sane

met hod used for that purpose under the DB Plan; that is on the
rati o that conpensation actually earned by the participant bears
to the conpensation earnable by the participant on a full-tine
basi s. An alternative nethod would be to determ ne the anount
of service credit the participant's CB contributions would
purchase in the DB Plan, and then credit service accordingly.
It would be preferable to use the sanme nethod used in the DB
Plan since the purpose for determining service credit is to
calcul ate a benefit under the DB fornul a.

Using the current DB Plan denographics for part-tine enployees
wth a mninmm service credit of five years, staff estinates
that only 5.3 percent of the CB program participants would reach
the crossover point. When a participant reaches the crossover
poi nt, the mandatory contribution rate for both the enployer and
the enpl oyee would increase from the four percent each required
under the CB benefit structure to eight percent each as
currently required under the DB benefit structure. However, the
enpl oyee woul d continue to be a CB participant.

All of the enployee's eight percent contributions would be
credited to the enployee's account and would be returned to the
enployee if a lunp-sum distribution were requested in lieu of a
benefit under the DB retirenent formula. The enpl oyer's eight
percent contributions would be equally allocated between the
enpl oyer account and the Teachers' Retirement Fund (TRF).
Contributions in the enployer account would be returned to the
enployee if a lunp-sum distribution were requested in lieu of a
benefit under the DB fornula. However, the enpl oyer
contributions allocated to the TRF would remain in the fund and
woul d be applied to the cost of benefits for CB participants who
do receive a benefit under the DB fornula. This is simlar to
the early retirenment subsidy in the current STRS DB plan. Under
the DB plan, the retirenment (age) factor reduction of 0.5
percent between age 55 and age 60 does not recogni ze the true
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cost of early retirement. Based on current assunptions, a nore
cost neutral charge would be 0.67 percent. The cost difference

is covered by the TRF.

There may be a perception that the benefit determ nation process
under the overlay proposal could result in a "windfall”" to CB
participants who receive a benefit under the DB retirenent
formula because the rate at which they nmade contributions was
| ower for a period of time than the contribution rate would have
been if they had been a nenber of the DB program from the

beginning of their enploynent. However, this perception is
unf ounded. The term "windfall" inplies that someone gets
sonething for nothing, or receives sonething to which he or she
is not entitled. That is not the case with the CB overlay

proposal. \While paying benefits to CB participants using the DB
formula would not necessarily be cost-neutral on an individua

basis, the cost on a plan-w de basis would be negligible. It is
inportant to recognize, as stated above, that contributions
al one would not cover the entire cost of a benefit paid to a CB
partici pant under the DB formula just as contributions alone do
not cover the cost of a benefit paid to a current DB plan
menber. Investnent earnings are also used for this purpose.
Another point to consider is that the current CB provisions
include statutory authority for STRS to adjust the enployer
contribution rate when it is determned that i ncreased
contributions are required. The adjustnent can be up to one-
fourth of one percent.

The overlay is a plan design concept and all benefits payable
under the plan would be appropriately funded. The fact that
sone plan participants would receive a retirenent benefit
determ ned under the DB formula would not result in benefits to
CB participants in general being unfunded or under-funded,
regardl ess of how the benefits are determ ned. The design of
the CB benefit structure would take into consideration the
i kelihood of a benefit being paid under the DB forrmula as well
as the increase in enployer and enployee contributions at the
crossover point to account for this possibility. These pl an
design elenents would be reflected in the assunptions used to
performthe actuarial valuation of the plan.
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The concept of providing a benefit that is the greater of two
alternatives or that seemngly provides an advantage to certain
peopl e is not unique. This concept has always been present in
the design of defined benefit plans. An exanple is the age
factor used in the DB retirement fornula. This plan feature
provides for a nenber who is age 60 years or older at the tine
of retirement to receive two percent of final conpensation for
every year of service. Age 60 is the "normal retirenent age"
under the DB plan. If a menber continues to perform service
beyond 60 years of age, the plan realizes an actuarial gain.
This gain subsidizes the cost of other benefits which nmay not be
fully funded on an individual basis. Another exanple is when a
menber of the DB plan takes a refund of accumnulated retirenent
contributions, STRS retains the enployer contributions that were
made on behalf of that nenber and uses the contributions to
partially fund the benefits paid to other nenbers of the plan.
Just as these plan features do not represent a windfall to DB
pl an nmenbers, neither would the overlay provision be a w ndfal
to CB participants. The sanme concepts apply to the CB overlay
proposal. Contributions collected at the eight percent enployer
and enployee rate wll be applied to fund benefits determ ned
under the DB plan formula for participants who perform service
after reaching the crossover point.

Sone CB participants may nake contributions at the eight percent
rate after reaching the crossover point, but my termnate
enpl oynent prior to the actual tinme when the DB formula would
have provided a greater benefit. In this event, the CB benefit
would be paid; i.e., a lunp-sum distribution of the enployee's
eight percent contributions and the enployer's four percent
contributions al | ocat ed to t he enpl oyer account, pl us
accunul ated interest on both accounts. This ensures that CB
partici pants who receive a |lunp-sum distribution receive all of
their contributions and also the four per cent enpl oyer
contributions nade on their behalf just as they would have
received prior to reaching the crossover point.

An advantage to including the overlay proposal in the CB benefit
structure is that part-tinme enployees would not be forced to
choose between the DB and CB prograns at a tinme when it is not
possible for them to know on an individual basis which benefit
structure would ultimately provide a better benefit. Many
Teachers’ Retirenent Board
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enpl oyees elect the current DB plan because they intend to
pursue a full-time, long-term teaching career only to find
several years down the road that their actual situation has
taken a different turn and they would have benefited nore as a
CB partici pant.

The current approach of requiring a choice between the Cash
Bal ance and Defined Benefit prograns at the time of hire has,
thus far, not proven effective. A beginning teacher is unable
to anticipate at the outset of enploynment whether the CB or the
DB benefit structure would best suit that enployee's |long-term
ci rcunst ances. The teacher's ultimte career path may prove to
be nmuch different than originally intended. The overlay feature
results in a nuch nore equitable approach by providing a
retirement benefit based on what actually occurs.

Staff continues to recommend that the Board approve adoption of
the overlay concept as a design feature in order to provide a
nore flexible retirenment plan for part-tinme enpl oyees.

Enpl oyee Option for Cash Bal ance Plan Participation

Current statutory provisions specify that an enployer may el ect

to provide the Cash Balance plan benefits for enployees. An
enpl oyee cannot participate in the CB plan unless the enployer
first elects to provide the CB plan. In a situation where the

enpl oyee has mnultiple enployers, all of the enployers for whom
the enpl oyee works nmust make the CB plan avail able before that
enpl oyee can participate in the CB plan for service perforned
with any of the enployers. This reality has resulted in
admnistrative difficulty for STRS and creates a disadvantage
for sone of the part-tinme enployees the plan was established to
hel p. Enpl oyee representatives have requested that the CB plan
be nodified to make participation in the plan optional at the
di scretion of individual eligible part-tine enpl oyees.

An advantage to nodifying the CB plan to provide for
participation at the enployee's discretion is that part-tine
enpl oyees would be able to select retirenment coverage based on
their individual circunmstances w thout enployer action required.
A person with multiple enployers could elect participation in
the CB plan for the service performed with each enpl oyer
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The proposal to make CB plan participation optional at enployee
discretion would result in the need for enployers to nodify
their data processing systens to accommpbdate the enployee
opti on. At the sane time, many enployers are faced wth
significant conputer re-design issues related to the year 2000
conpliance requirenents. STRS, too, is currently undergoing a
maj or technol ogy change as represented by the departnental START
proj ect . In recognition of these efforts, a del ayed
i npl emrentation date of July 1, 2000 for the enployee option
could alleviate concerns regarding this issue. The delay would
provi de STRS and enployers with tine to make the required system
changes while still accombdating the enpl oyee request for nore
flexible plan participation paraneters.

There has been sone concern expressed that renoving the enpl oyer
control on CB plan participation could be deened a state-
mandated |ocal program resulting in enployers' eligibility to
submt a claim for state reinbursable costs. Al though it has
previously been determned that retirenment benefits do not
constitute state-mandated costs, it was not clear if that
determ nation would also apply to benefit-related admnistrative
expenses. STRS Legal Ofice contacted the Conm ssion on State
Mandates regarding this <concern and requested an official
answer . The Comm ssion, however, indicated that it would not
issue a finding unless a test claim was presented. The
Comm ssion did provide STRS Legal Ofice with several exanples
of case law that established |egal precedence regarding the
issue so STRS could formits own opinion on the matter. From
the sources provided, STRS staff counsel determ ned that
removing the enployer control on participation in the CB plan
woul d not constitute a state-mandated | ocal program

Staff recommends that the Board adopt the proposal to nodify the
CB plan provisions to reflect optional enployee participation in
t he pl an.
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PROGRAM and ADM NI STRATI VE COSTS
Program Cost s

The Cash Balance Plan agenda item presented at the February
meeting of the Board (agenda item #8) reflected the actuary's
determ nation that a nerger of the DB and CB plans structured
with an overlay feature would not have a material increase in
the funding period for Defined Benefit Plan. The actuary
analyzed the inpact of the overlay feature on total plan
expenses and determ ned there would be a marginal increase that
woul d extend the funding period about a half of a year. I n
actuarial terns, the marginal increase is immterial and the CB
program would still be able to support the mninmm interest
credit. As indicated in the February agenda item the
negligible actuarial inpact is valid even if all part-tine
teachers in the state are covered by the overlay feature.

Modi fyi ng the Cash Bal ance benefit structure to reflect optional
enpl oyee participation in the program would not have any
associ at ed program cost.

Adm ni strative Costs

The overlay feature would generate sone admnistrative cost,
al though this would not occur inmmediately. Wth a delayed
i npl emrentation date of July 1, 2000 and the crossover point
dependent wupon a conbination of participant age and service
credit, there would not be an inpact on the START project.
Costs related to the overlay feature would be addressed through
t he standard budget change proposal process as needed.

Modifying the CB program to include optional enpl oyee
participation also would result in sonme admnistrative cost.
This would be addressed through the current inplenentation
effort and should not require additional resources.

RECOMIVENDATI ONS

The Cash Balance Plan was originally sponsored by the Board
because of the Board's |ong-standing concern wwth the plight of
part-tinme teachers and their retirenment coverage. The CB Pl an
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was intended to provide an adequate retirenent benefit to all

part-tinme enpl oyees. Current provisions of the CB benefit
structure have, in fact, inproved retirement security for part-
tinme teachers in general. However, there is room for

i nprovenent. Specifically, staff recommends that the Board take
the foll owm ng action:

1

Teachers’

Adopt the proposed overlay concept as a design feature
of the Cash Balance benefit structure in order to
provide a nore flexible retirenent plan for part-tinme
enpl oyees.

The Cash Balance Plan was specifically created to
address the needs of part-tine enployees. The overlay
feature would ensure that an enpl oyee whose career is
worked on a part-tine basis and who elects to have
retirement coverage under the CB program has the
opportunity to recei ve a retirenent benefit
appropriate for his or her career enploynment pattern
even if that means the benefit is determ ned under the
DB retirenent fornula. The existing approach to
retirement coverage forces a part-tinme enployee to
choose retirenment coverage at the beginning of his or
her career even though it is not possible for the
enpl oyee to know at that tinme which benefit structure
would ultimately provide the better benefit. In this
respect, STRS still treats part-tine enployees as it
did before creation of the CB program when part-tine
enpl oyees had to choose between the DB Plan and one of
the alternative plans offered by enpl oyers.

Adopt the proposal to nodify the Cash Bal ance benefit
structure to reflect optional enployee participation
in the program

Current Cash Bal ance provisions require enployers to
adopt a resolution to make the Cash Bal ance program
available to part-tinme enployees before eligible
enpl oyees can participate in the program Thus, in
sone instances, the very group intended to benefit
from t he CB program cannot becone program
participants. This problemis exacerbated for part-
Retirement Board
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time enployees who have multiple enployers. In this
situation, not just one but all enployers for whomthe
i ndi vidual works nust make the Cash Bal ance program
avai l abl e before the individual can participate. The
result is that sone part-tinme enployees continue to be
deni ed access to an adequate retirenent plan.

Wen the enployer nakes the CB program available, it
is usually as a result of the collective bargaining

process. This presents a unique situation because,
generally speaking, retirement benefits are not
bar gai nabl e. The current situation would be changed

by renoval of the requirement for enployer action
before participation in the CB plan can be el ected by

an eligible part-time enployee. Part-time enpl oyees
who have been di sadvantaged by the current restriction
then would be free to fully consider all of the

alternatives for retirenent coverage.

Adoption of these recommendations would be consistent with the
Board's policies to provide a financially sound plan wth

adequate benefits for the retirenent of teachers. In addition
adoption of the enployee option would sinplify STRS
adm ni strative effort by i npl ementi ng nor e efficient
adm ni strative practices. Any additional cost that may result

from adoption of these recomendations is outweighed by
consideration of the policy issues.

|f the Board adopts these recommendations, the provisions would

be incorporated into current Board sponsored |legislation, SB
2085.
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